V. OFFSET, DOUBLE ALLOMNCES--M TI GATI ON OF LI M TATI ONS,
AND EQUI TABLE RECOUPMENT

A. Ofset

"Ofset" is a word of many neanings. It is oftentinmes used
colloquially, within the Tax Division, to refer to an adjustnent
in the Governnment's favor which reduces the taxpayer's recovery.
Such an offset can only be asserted with respect to the sane tine
period and the sanme kind of tax.

Conceptual ly, of course, this kind of adjustnent is not an
offset at all. It sinply reflects application of a | ong-
established doctrine--that there can be no overpaynent for a year
unl ess, taking into account all adjustnments (including those as
to which additional deficiencies should have been assessed),
there is an overpaynent for that period wth respect to that tax.
Lews v. Reynolds, 284 U S. 281 (1932).

| deal Iy, of course, offsets should be ascertained either by
the Service, as it prepares the defense letter, or after the
Trial Attorney has received the admnistrative files and is
preparing the answer, and many tinmes offsets are identified and
pl eaded tinely. However, another opportunity to take a | ook at
the case as a whol e, and any conputational aspect, is also
presented when the Trial Attorney prepares a settlenent
menor andum accordingly, it is well to keep an eye out for the
possibility of offset at this juncture, also. For a refund case
hol di ng that the Governnent had an absolute right to assert an
of fset for the sane taxable year, very late in the settl enent
review, see Anericold Corp. v. United States, 28 Fed. d. 747
(1993).

Wth respect to offsets, there are various points which
shoul d be borne in m nd--

(a) Never assert an offset in any case where a Form 870- AD
(or any equival ent AD agreenent) has been executed for the year,
reserving to taxpayer the right to litigate the issue in the
refund claimand conplaint. 14/ To do so would be a violation of

14/ Form 870-AD (O fer to Waive Restrictions on Assessnent
and Col | ection of Tax Deficiency and to Accept Overassessnent), a
formused by the Appeals Ofice to settle cases informally,
contains a promse by the Conm ssioner that, if the offer is
accepted, the case will not be reopened by the Comm ssi oner
except in very limted circunstances, such as fraud or
m srepresentation.
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the Governnent's agreenent in the Form 870- AD, and, however cl ear
the error involved, we never assert offsets where the taxpayer's
position is consistent with the Form 870-AD. However, where
either Audit or Appeals has conceded all or part of an issue, the
concessi on was erroneous, and no Form 870- AD or cl osing agreenent
was executed, an offset would be appropriate.

(b) O fsets should never be asserted when to do so woul d
redound to the Governnent's di sadvantage. For exanple, any
of fset involving a change to the taxpayer's nmethod of accounting
may trigger adjustnents which provide tax benefits to the
t axpayer (including possibly reopening years otherw se barred by
[imtations), which tax benefits may be far greater than the tax
detriment which would result fromthe offset.

(c) Asserting offsets, particularly late in the gane, is a
rather delicate matter. The later that offsets are asserted, the
greater the inportance that the offsets are not only defensible,
but clearly correct. Good exanples are the adjustnents
correlative to allowance of the taxpayer's claimin whole or in
part; it is very hard for the taxpayer to dispute the nerits of
such an offset. See Anericold Corp. v. United States. |Indeed,
any tinme the taxpayer is suing on a claimwhich would have
correlative adjustnments in the Governnment's favor for the sane
year and sane type of tax, were the taxpayer to prevail, it is
well to plead the offset ab initio. Oherwise, if the case goes
to judgnent, and the Governnent |oses, the Governnent may not be
able to have the adjustnent taken into account as part of the
mat hemati cal conputati on of the overpaynent--if, indeed, the
adjustnment is identified at all at that point.

B. Double Allowances--Mtigation of Limtations
(88 1311-1314) 15/

1. Sections 1311-1314--an overview

Section 1311 provides:

(a) Ceneral Rule.--1f a determ nation (as defined
in section 1313) is described in one or nore of the
par agraphs of section 1312 and, on the date of the
determ nation, correction of the effect of the error
referred to in the applicabl e paragraph of section 1312
is prevented by the operation of any |aw or rul e of
| aw, other than this part and other than section 7122
(relating to conprom ses), then the effect of the error

15/ These provisions are set out as Exhibit R infra.
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shal | be corrected by an adjustnent made in the anpunt
and in the manner specified in section 1314.

The application of these provisions is limted to the seven
narrow "circunstances of adjustnent” described in 8§ 1312. The
first four circunstances involve essentially double allowances or
di sal l owances with respect to the sane taxpayer or "rel ated"

t axpayers. They are: (1) double inclusion of an item of gross
inconme; (2) double allowance of a deduction or a credit; (3)
doubl e exclusion of an item of gross incone; and (4) double

di sal l owance of a deduction or a credit. Paragraphs (5) and (6)
deal , respectively, with correlative deductions and i ncl usions
for trusts and estates and | egatees, beneficiaries, or heirs; or
correl ative deductions and credits for nenbers of an affiliated
group of corporations as defined in § 1504. Section 1312(7), a
very conpl ex and opaque provision, concerns basis of property
after erroneous treatnent of a prior transaction. 16/

Bear in mnd that mtigation is applicable only if there has
been a doubl e al |l owance, doubl e disal |l owance, etc., wth respect
to the sanme taxpayer or "related" taxpayers. Related taxpayers
are defined in 8 1313(c) as (1) husband and wife, (2) grantor and
fiduciary, (3) grantor and beneficiary, (4) fiduciary and
beneficiary, |egatee, or heir, (5) decedent and decedent's
estate, (6) partners, and (7) nmenbers of an affiliated group of
corporations (as defined in 8 1504). Although rel ated taxpayers
generally have a comon econom c interest, not all taxpayers with
identical economc interests qualify as "rel ated" pursuant to
8§ 1313(c). For exanple, a corporation and the individual who
owns 100% of its stock are not "rel ated" under 8 1313(c).

There are additional conditions necessary for 8§ 1311 to
apply, set out in 8 1311(b), concerning nai ntenance of an
i nconsi stent position, and correction not being barred at the
time of the erroneous action.

Lastly, and of great inportance in the context of
settlenments, a "determ nation" described in 8§ 1313 which w |
permt relief under these provisions is specifically limted, by
8§ 1313(a), to:

(1) a decision by the Tax Court or a judgnent,
decree, or other order by any court of conpetent
jurisdiction, which has becone final;

(2) a closing agreenent nmade under section 7121,

16/ See discussion, infra at pp. 53-55.

- 52 -



(3) a final disposition by the Secretary of a
claimfor refund. * * *

* * * * *

(4) under regul ations prescribed by the Secretary,
an agreenent for purposes of this part, signed by the
Secretary * * *,

2. Il lustration

Let us assune that a taxpayer clainms a deduction of $100, 000
in 1984. On audit, the Service disallows the deduction in 1984,
but allows it for 1988. Taxpayer pays the deficiency for 1984,
sues for refund, and, in 1994, the taxpayer prevails and the
judgment in its favor beconmes final. At that time, the three-
year period for assessnment as to 1988 has run.

Since the taxpayer has obtained a judgnent, 8 1311 et seq.
woul d reopen for one year the period of assessnent for 1988, so
that the Governnent m ght assess and collect the resulting
deficiency. There has been doubl e all owance of a deduction or
credit pursuant to 8 1312(2). The situation neets the
requirenment in 8§ 1311(b)(1) that, "in case the anmount of the
adj ust rent woul d be assessed and collected in the sane nanner as
a deficiency under 8 1314, there is adopted in the determ nation
the position maintained by the taxpayer * * * and the position
mai ntained * * * by the taxpayer * * * is inconsistent with the
erroneous * * * [double] allowance * * *." Further, the decision
of the court which has becone final qualifies as a
"determ nation" pursuant to 8§ 1313(a)(1).

Let us assune that the sane deduction is clained for 1984
and all owed for 1988, but the case is settled on the basis of
al | onance of a deduction of 50% of the amount clained for 1984 --
or, indeed, assume that a full adm nistrative concession is
appropriate. Unless special provision is nmade, the Governnent
will not be able to assess and collect the resulting deficiency
for 1988 -- an Attorney Ceneral conprom se or concession is not a
"determ nation (as defined in section 1313)."

There are several ways around this problem One is sinply
to provide that the deficiency for 1988 is offset against the
over paynment for 1984, and nmake sure that the Service Center
actually carries out this instruction. See discussion, supra at
p. 43. The second is to nake it a specific provision of the
settlenment that there is an agreenent between the taxpayer and
the Governnent that the settlenment constitutes a determ nation
under 8§ 1313(a) and a correl ative deficiency my be asserted for
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1988, based on the partial allowance of the claimfor 1984. The
third is to execute a stipulation for entry of judgnment as to
what ever the settl enent provides.

3. Pertinent considerations re applicability of
the mtigation provisions

It is generally preferable to take care of any correlative
8§ 1311 adjustnent as part of a settlenent rather than | eaving the
applicability of 8 1311 to subsequent litigation.

Section 1312, which sets out the only circunstances of
adjustnent qualifying for relief, has not been anmended to any
significant extent since 1954. As stated earlier, it is very
narrowly drawn. Moreover, it does not address adjustnents
correlative to provisions added to the Code since 1954. For
exanpl e, there are no provisions dealing with the interrel ation-
ship of qualification for investnent tax credit and useful life
for depreciation, or the relationship between the incone tax and
the alternative mninumtax. For such adjustnents, the
Governnent is best served by the assertion of offsets for the
sanme taxabl e year.

4. \Wiere nitigation does not apply

Section 1311 has no application with respect to transactions
bet ween unrel ated taxpayers. A corporation and an individual who
owns 100% of the stock of the corporation are not rel ated
t axpayers under 8§ 1313. Accordingly, in these situations (as
wel |l as potential 8 1311 situations), the best protection for the
Government is to attenpt to ascertain, as soon as suit is filed,
whet her there are any correlative adjustnents which should be
made were taxpayer to prevail, to determ ne whether the affected
years for this taxpayer or other taxpayers are still open, and,
if so, to endeavor to keep those periods open. Wile it is
certainly true that the Governnent can |ose and has lost in
litigation as to both sides of the transaction, keeping the
periods open for all taxpayers involved is likely to produce a
nmore equitable result, possibly by settlenent.

C. Equi t abl e recoupnent

1. The general principle

Equi t abl e recoupnment has generally been applied in
situations involving offset of one kind of tax agai nst another
kind of tax and the sane taxpayer (or a related taxpayer). The
doctrine has been generally described as follows (Estate of
Muel l er v. Conm ssioner, 101 T.C 551, 551-552 (1993)):

- 54 -



The anci ent doctrine of equitable recoupnent,
whi ch devel oped concurrently at common |aw and in
equity, was judicially created to preclude unjust
enrichment of a party to a lawsuit and to avoid
wasteful multiplicity of litigation. See generally
McConnel I, "The Doctrine of Recoupnent in Federal
Taxation", 28 Va. L. Rev. 577, 579-581 (1942). The
doctrine has been applied in Federal tax matters since
the Suprenme Court's decision in Bull v. United States,
295 U. S. 247 (1935), to allow the bar of the expired
statutory limtation period to be overcone in limted
circunstances in order to prevent inequitable windfalls
to either taxpayers or the Governnent that would
otherwi se result frominconsistent tax treatnment of a
single transaction, item or event affecting the sane
taxpayer or a sufficiently related taxpayer. See also
United States v. Dalm 494 U S. 596, 605-606 n.5
(1990); Rothensies v. Electric Storage Battery Co., 329
U S 296 (1946); Stone v. Wite, 301 U S. 532 (1937).
The doctrine of equitable recoupnent may be applied to
relieve inequities caused when a transaction is treated
i nconsistently under different taxes, such as the
income tax and the estate tax. Bull v. United States,
supra; Boyle v. United States, 355 F.2d 233 (3d Gr
1965). However, the party asserting equitable
recoupnent may not affirmatively collect the tinme-
barred underpaynent or overpaynent of tax. Equitable
recoupnent "operates only to reduce a taxpayer's tinely
claimfor a refund or to reduce the governnent's tinely
claimof deficiency". OBrien v. United States, 766
F.2d 1038, 1049 (7th G r. 1985).

2. Estate tax-incone tax interrel ati onshi ps

The doctrine of equitable recoupnent is nost often asserted
in situations involving the interrelationship of the estate tax
and the incone tax. |Indeed, the sem nal case applying equitable
recoupnent is Bull v. United States, 295 U. S. 247 (1935). There,
i ncome had been included as an asset of the estate for estate tax
pur poses, and subsequently taxed as incone to the estate; in a
suit for refund of the incone tax which was paid on that incone,
the estate was all owed recoupnent for the estate tax it had
previ ously paid.

There are a great nunber of possible applications of
equi tabl e recoupnent to estate tax-incone tax situations. A
common denom nator of the decisions is that they are inconsistent
wi th one anot her.



Al t hough equi tabl e recoupnent is a frequent consideration in
settlenent, it can be addressed nost effectively at the tine suit
is filed. If resolution of the litigation is likely to have
col l ateral consequences wth respect to other taxes, it is well
to determ ne how the transaction was treated with respect to the
ot her tax, and whether the period of limtations is still open,
or whether there is a claimpending with respect to the other
tax, and a correlative adjustnent could be taken into account in
resolution of that claim |If the period for making a correl ative
adjustnment is still open, one does not have to rely on equitable
recoupnent - -an appeal i ng, but chancy doctrine. Moreover, to
focus on correlative adjustnents early (particularly if the
period is open) may facilitate settlenent. |f, hypothetically,
the estate tax refund clainmed is $1,000, but the correlative
i ncome tax adjustnment would be an increase in tax liability of
$300, the ampbunt at issue in the case can be nore accurately
measured. And, of course, the sanme is true if the refund suit is
for incone tax, but may have estate tax consequences.

One estate-inconme tax situation which illustrates the
i nconsi stency of the courts in this area is that involving an
estate which sues for refund of the decedent's income tax which
has been paid by the estate, and deducted as a claimfor incone
tax purposes. Conpare WIlmngton Trust Co. v. United States, 610
F.2d 703 (C. d. 1979) (equitable recoupnent inapplicable to
reduce estate's recovery of inconme tax deficiency by the estate
tax reduction achi eved by deduction of that deficiency), with
United States v. Herring, 240 F.2d 225 (4th Cr. 1957), United
States v. Bowcut, 287 F.2d 654 (9th Cr. 1961), and Rev. Rul.
71-56, 1971-1 C. B. 404 (estate, in unsuccessful suit for refund
of incone tax deficiency paid, could recover estate tax overpaid
by reason of failure to deduct such taxes).

An estate's adm nistrative expenses, as well as |osses, can
be cl ained as deductions either on the estate tax return or on
the incone tax returns of the estate (or its successor(s)).
These include, for exanple, interest incurred on the federal
estate tax, paynent of which is deferred under 8§ 6166A of the
Code. See Rev. Rul. 81-256, 1981-2 C. B. 183; Rev. Rul. 81-287,
1981-2 C.B. 184. And see Treas. Reg. 8 1.163-9T(b)(1)(v).
Simlarly, attorney fees can be clained as deductions either on
the estate tax return or on the incone tax returns.



To preclude the all owance of such deductions a second tine
(or their offset against the sale price of property in
determining gain or loss), 8 642(g) of the Code provides that
such deductions or offset shall not be allowed for inconme tax
pur poses unless a waiver is filed of the right to claimthemfor
estate tax purposes. There are occasions, however, when the
deductions have been clained for inconme tax purposes, no waiver
is filed, and the statute of limtations on incone tax
assessnments has run. In this situation, Rev. Rul. 81-287, supra,
hol ds that equitable recoupnent is applicable against a claimfor
refund of estate tax, where the estate seeks (or has been
al | oned) a doubl e al |l owance.

Accordingly, in any suit by an estate seeking a refund of
estate taxes and clai m ng deduction of the attorney fees incurred
in such prosecution, ascertain whether such fees have al ready
been deducted for incone tax purposes. See Rev. Rul. 81-287,
supra. In this situation, before agreeing to a deduction of
attorney fees, we generally ask for an affidavit by the
admnistrator of an estate to the effect that attorney fees have
been paid and have not been and will not be deducted for incone
tax purposes. 17/

Probably the nost typical estate-inconme tax situation
i nvol vi ng equi tabl e recoupnent is the situation where the
valuation or includibility of an asset in the gross estate
determ nes basis for incone tax purposes.

Agai n, when an estate tax case is filed, it is desirable, at
this juncture, to determne if there would be any correl ative

income tax adjustnments if the estate were to prevail. To do so,
for exanple, one nust ascertain what happened to the property in
guestion. Is it still held by the estate, or the heirs,

beneficiaries, |egatees, or recipients of transfers includible in
the estate? Was it sold by the estate? Was it sold by the
heirs, |egatees, or beneficiaries? |If so, how was gain or |oss
reported? 1s the period of limtations open or closed? W have
found that oral representations that the property has been
retained by the estate and/or beneficiaries may turn out to be

17/ 1t is not unknown for an estate, which litigated and
| ost an estate tax issue in the trial court, to contend that
there was error based on the nonall owance of attorney fees. One
such case was conceded by the taxpayer (and the Governnent
concessi on proposed was di sapproved) when it was ascertained that
the attorney had been hired on a contingency fee basis and was to
recover nothing unless successful.
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untrue when confirmation in witing is requested. For that
reason, obtain witten confirmation.

The Division (and, follow ng our |ead, the Service) have
endeavored to address this situation by the use of collateral
agreenents affecting basis, executed by the present hol ders of
the property, whether the executor or admnistrator, heirs,
beneficiaries, distributees, or donees. 18/ Such agreenents are
intended to protect the Governnment in the situation where the
estate and/ or beneficiaries have not disposed of the property in
a taxabl e transaction.

|f the year in which a taxable disposition occurred is
cl osed and additional inconme tax is due, the Trial Attorney
should attenpt to obtain a reduction in the estate tax refund
equal to the additional incone tax due under the doctrine of
recoupnent. |If the year is open, the offer can provide for the
filing of anended returns which are consistent with the
settl enent.

The i ncone tax consequences of an estate tax determ nation
of includibility or valuation in the estate is a situation which
at | east one court has addressed (incorrectly, we believe) under
8§ 1311, as a 8 1312(7) adjustnent. 19/ It held that the

18/ A sanple collateral agreenent re basis is attached as

Exhibit S. O course, it nmust be nodified to suit the particul ar
case.

19/ Section 1312(7) provides:

(7) Basis of property after erroneous treatnent of a
prior transaction.--

(A) GCeneral rule.--The determ nation determ nes
the basis of property, and in respect of any
transacti on on which such basis depends, or in respect
of any transaction which was erroneously treated as
affecting such basis, there occurred, with respect to a
t axpayer described in subparagraph (B) of this
par agr aph, any of the errors described in subparagraph
(© of this paragraph.

(B) Taxpayers with respect to whomthe erroneous
treat nent occurred.--The taxpayer with respect to whom
the erroneous treatnent occurred nust be--

(1) the taxpayer wth respect to whomthe
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requirenents of 8 1312(7) had been nmet, where the Tax Court had
determ ned hi gher val ues than those reported on the estate tax
return, and the beneficiaries of the estate had used the returned
val ues for incone tax purposes, with resulting barred

over paynments.

Chertkof v. United States, 676 F.2d 984 (4th G

1982). In so doing, Chertkof invalidated Treas. Reg.
8§ 1.1311(a)-2(b). 20/ In a simlar situation, but w thout

determ nation i s made,

(i1) a taxpayer who acquired title to the
property in the transaction and from whom
medi ately or imredi ately, the taxpayer with

respect to whomthe determnation is nmade derived
title, or

(1i1) a taxpayer who had title to the
property at the tinme of the transaction and from
whom nediately or imredi ately, the taxpayer with
respect to whomthe determ nation is nmade derived
title, if the basis of the property in the hands
of the taxpayer with respect to whomthe
determ nation is made i s determ ned under section
1015(a) (relating to the basis of property
acquired by gift).

(C Prior erroneous treatnent.--Wth respect to a

t axpayer described in subparagraph (B) of this para-
gr aph- -

(1) there was an erroneous inclusion in, or
om ssion from gross incone,

(1i) there was an erroneous recognition, or
nonrecognition, of gain or |oss, or

(1i1) there was an erroneous deduction of an
item properly chargeable to capital account or an
erroneous charge to capital account of an item
properly deducti bl e.

20/ The regul ation provides:

(b)

The determ nation (including a determ nation under

section 1313(a)(4)) may be with respect to any of the taxes
i nposed by subtitle A of the Internal Revenue Code of 1954
["I ncone Taxes"], by chapter 1 ["Income Tax"] and
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addressing the correctness of Chertkof, the Seventh Circuit held
8§ 1311 inapplicable, on the ground, inter alia, that the error
(the use of a lower basis) did not occur "in respect of" the
basi s-determ ning transaction, as required by 8§ 1312(7)(A).
OBrienv. United States, 766 F.2d 1038 (7th G r. 1985).
Additionally, O Brien held the doctrine of equitable recoupnent

i nappl i cable, stating (766 F.2d at 1049): "The doctrine

* * * operates only to reduce a taxpayer's tinely claimfor a
refund or to reduce the governnent's tinely claimfor
deficiency."

3. Empl oyment t axes

Equi t abl e recoupnment has been asserted (generally w thout
any objection by the taxpayer) where a taxpayer seeks a refund of
Rai | road Retirenment Taxes, and, were the taxpayer to prevail,

FI CA taxes woul d be due. Section 6521 specifically provides for
mtigation, 1.e., offset, in SECA-FI CA situations.

subchapters A, B, D, and E of chapter 2 of the Interna
Revenue Code of 1939 ["Additional |Incone Taxes"], or by the
correspondi ng provisions of any prior revenue act, or by
nore than one of such provisions. Section 1311 may be
applied to correct the effect of the error only as to the
tax or taxes with respect to which the error was nmade which
correspond to the tax or taxes with respect to which the
determ nation relates. Thus, if the determ nation rel ates
to a tax inposed by chapter 1 of the Internal Revenue Code

of 1954, the adjustnent may be only with respect to the tax

i nposed by such chapter or by the correspondi ng provisions of

prior |aw.
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